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STAT

MEMORANDUM FOR:

Legal Advisor
Voluntary Investment Plan
FROM: STAT

Chief, Legislation Division
Office of Legislative Liaison

SUBJECT: H.R. 4170, the Tax Reform Act of 1984

1. Section 119 of H.R. 4170, the Tax Reform Act of 1984,
provides that pension plans will no longer be considered
"qualified" if substantially all of the accrued benefits under
the plan are derived from employee contributions. A copy of
this provision, as well as the relevant portions of the
Supplemental Report of the House Ways and Means Committee on
this provision, are attached at Tabs A and B. As you can see
from the attached report, certain abuses resulting from
financial institutions promoting qualified pension plans that
provide for no employer contributions led the Committee to
conclude that plans used in this manner are not bona fide
retirement plans and should not qualify for favorable tax
treatment under the Code.

2. The potential adverse consequences that this provision
could have on plans such as the Voluntary Investment Plan
(VIP), which are funded exclusively by employee contributions,
have been mitigated by certain comments (attached at Tab C)
made on the House floor by the bill's sponsor, Chairman
Rostenkowski. Mr. Rostenkowski notes that the general rule in
determining the extent to which accrued benefits are derived
from employee contributions is that each plan of the employer
is to be tested separately. 1In the case of certain plans
maintained by the Federal Government, however, this
determination is to be made by aggregating all plans of the
employer that constitute a single interrelated program of
benefits. Thus, in the case of VIP, the Civil Service and
CIARDS retirement programs maintained by the Agency could be
aggregated and would thus preclude VIP from being characterized
as a plan the benefits of which are substantially derived from
employee contributions under this definition.

3. The Senate earlier passed its version of this bill,
entitled "The Deficit Reduction Act of 1984," on 5 April and it
also included a provision addressing gqualified plans in which
the accrued benefits were derived substantially from employee
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contributions. Unlike the House provision, the Senate
provision (attached at Tab D) does not disqualify or otherwise
adversely affect the plan itself, but simply removes the
favorable tax treatment that is provided to distributions from
qualified plans if the distribution is made from a plan where
substantially all contributions are employer contributions.

4. Wwhile it would appear that VIP is not adversely
affected by either version of the bill, if the House version is
adopted by the Conference Committee, we must be sure that
Mr. Rostenkowski's qualification of the aggregation rules
provided during the House floor consideration are factored into
the IRS regulations which implement this provision. I would
appreciate any comments you may have on the attached materials,
and your suggestions as to what, if any, action might be
required at this time.
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- 1 SEC. 119. DISQUALIFICATION OF PLAN WHERE SUBSTANTIAL-

LY ALL CONTRIBUTIONS ARE EMPLOYEE CON-
TRIBUTIONS.

(a) GENERAL RULE.—Subsection (a) of section 401 (re-

5 lating to- qualified pension, profit-sharing, and stock bonus

] 6 plans) is amended by inserting after paragraph (24) the fol-

7 lowing new paragraph:

8
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“(25) A trust shall not constitute a qualified trust
under this section if substantially all of the accrued
benefits under the plan of which such trust is a part

are devived from employee contributions.”

" (b) TECHNICAL AMENDMENTS.—

(1) Paragraph (2) of section 402(a) (relating to
certain employees’ annuities) is amended by striking
out “and (22)” and inserting in lieu thereof ““(22), and
(25)"".

(2) Paragraph (3) of section 818(a) (defining pen-
sion plan contracts), as amended by title IT of this Act,
is amended by striking out “and (22)” and inserting
“(22), and (25)".

(c) EFFECTIVE DATE.—The amendments made by this

22 section shall apply to plan years beginning after March 31,
23 1984.
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9. Disqualification of Plan Where Substantially All Contributi
:‘l"e gol?’pl)oyee Contributions (sec. 119 of the bill and sec. :01102:‘
e e

Present Law

Under a tax-qualified Pension, profit-sharing, or stock bonus plan
(“qualified pension plan”), qualified annuity plan, a tax-sheltered
annuity, or a government plan, contributions may be made by (1)
the employer, (2) the employees, or (3) both. Thus, present law per-
mits a qualified pension plan to be funded solely by employee con-
tributions.

Employee contributions to a qualified pension plan generally are
not deductible by the employee. Contributions by an employee that
meet certain requirements, which are similar to the rules relating
to IRAs, may be deductible from gross income. Employee contribu-
tions to a qualified plan (whether or not deductible) may not dis-
criminate in favor of employees who are officers, shareholders, or
highly compensated. Generally, employee contributions are pre-
sumed to be nondiscriminatory if (1) the amount contributed does
not exceed certain limits expressed as a percentage of pay and (2)
the opportunity to make the contributions is reasonably available
to a nondiscriminatory group of employees.

Nondeductible employee contributions may bg withdrawn from a
qualified pension plan at any time without a tax penalty. In addi-
tion, the first withdrawals of nondeductible contributions are treat-
ed as a return of the nondeductible contributions, which are not in-
cludible in gross income. After the balance of the nondeductible
contributions has been exhausted, other withdrawals are consid-
ered to be income.

Reasons for Change

The committee understands that some financial institutions are
promoting master and prototype qualified pension plans that pro-
vide for no employer contributions, but instead permit only nonde-
ductible employee contributions. The favorable tax treatment of
amounts under qualified plans and the ready availability of
amounts attributable to employee contributions enable these plans
to be used as tax-favored savings and brokerage accounts that offer
employees the opportunity to withdraw funds using credit cards or
checks without any amount being included in the employee’s
income. Clearly plans used in such a manner are not bona fide re-
tirement plans. The committee believes that a plan should not be
treated as a qualified plan if substantially all of the benefits under
the plan are attributable to employee contributions.

(1299)
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Explanation of Provision

The bill provides that a plan is not a qualified plan (and a trust

under the plan is not a qualified trust) if substantially all of the

accrued benefits under the plan are derived from employee contri-

butions. The provision applies without regard to whether the em-

meeting the requirements of the bill rgerely because ac-
zr:xaet:d b::eﬁts (lllg'ived rfzm employer contributions are provided
r plan of the employer. ) .
un'gﬁ; gmmxomgttge does not intgng, that a plan should lose its qualifi-
cation merely because substantially all benefits attributable to em-
ployer contributions have been distributed under the plan, so long
as the plan continues to provide for the accrual of e.mploye'r-pro-
vided benefits that will, when accrued, be.substantu_al in relation to
benefits derived from employee oovtvxitlxl'ibutlons, and it is reasonable
the future occur. o
to& pcO;)ct::rt::ltthe bill does not affect the status of an organization
that is exempt from tax under other provisions of the Code. In par-
ticular, the exempt status of an organization that is exempt under
gection 501(cX5) would not be affected. . o uslified
Under the bill, a profit-s plan is not to be disq
merely because employer contributions have not been made due to
the employer’s lack of profits.

Effective Date

The provision applies to plan years beginning after March 31,
1984.
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RIGHEWAY EXCISE TAXES
it law imposes an annual use
heavy highway vehicles and &
per-gallon tax on highway
1el. The use tax, which gener-
pends on weight but not on
, 18 scheduled to increase sig-
ly on July 1, rising from $240
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uel tax. This is done without
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of excise taxes collected or the distri-
bution of those taxes among users of
different types of vehicles. Beginning
in July, 1984, the maximum use tax is
lowered to $500 on vehicles over 72,000
pounds and the diesel fuel tax is raised
to 14% cents per gallon. ' Vehicles
weighing less than 55,000 pounds will
pay no heavy vehicle use tax. To
shield owners of light vehicles from
these changes, the bill provides a one-
time advance repayment of the extra
fuel taxes expected to be paid over the
normal useful life of diesel cars,
pickup trucks and other light vehicles.
SIMPLIFICATION AND TRECHNICAL CORARECTIONS

The bill simplifies the tax law in
many areas, including the computa-
tion of income tax credits, determina-
tion of an individual’s liability for
making estimated income tax pay-
ments, the treatmemnt of transfers of
property between spouses, and other
matters.

In general, the bill groups existing
income tax credits into logical catego-
ries and provides uniform tax liability
limitations and carryover rules. The
business credits will be combined into
one credit and a 3-year carryback and
15-year carryforward period will be al-
lowed on s first-in-first-out basis.

The individual estimated income tax
rules of present law are simplified and
clarified by the bill. Genersally, an in-
dividual will be required to make esti-
mated tax payments (including with-
holding payments) equal to the lesser
of 80 percent of the current year’s tax
or 100 percent of the prior year's tax.

Under present law, gain is recog-
nized on certain transfers of property
fn exchange for marital rights of a
spouse or former spouse. The bill pro-
vides that property transfers between
spouses or, if incident to divorce, be-
tween former spouses, will not result
in the recognition of gain or loss.

Finally, the bill contains technical,
clerical, conforming and clarifying
amendments to provisions enacted by
the Tax Equity and Fiscal Responsibil-
ity Act of 1982, the Subchapter 8 Re-
vision Act of 1983, the Highway Reve-
nue Act of 1982, the Social Security
Amendments of 1983 and other recent-
1y enacted tax legislation.

CLARIFYING REMARKS

Several questions on the proper in-
terpretation of the committee bill
have arisen since the committee report
was filed. As manager of the bill, I
would like to offer clarification of
these points.

Under section 113 of the committee
bill, the time at which employgrs are
entitled to deduct contributions made
under an arrangement to defer com-
pensation is the time at which tire
payments are made to the émployees
or independent contractors. The com-
mittee report clarifies that this special
deduction timing rule will not apply to
accrued compensation pald within a
brief time after the close of the tax-
able year, consistent with typical pay-
roll practices. It has come to our at-
tention that, in some cases, employers

H 2595

presently are accruing year-end bo-
nuses which are not able to be paid
untfl the following year because of me-
chanical difficulties in computing the
bonus amount, which may be based,
for example, on total compensatigp
some other figure which cannot §#
termined precisely until shortly
the end of the year. The committee in-
tends that, in such a case, payments
within 2% months after the close of
the taxable year will be considered to
be payments made within a brief time
after the close of that year. Thus, if
this requirement is met under such an
arrangement, employers could contin-
ue to deduct the amount in the year
before it is actually pald.

Under section 119 of ‘the bill, a plan
substantially all of the accrued bene-
tits of which are derived from employ-
ee contributions is not a qualified pen-
sion plan. The committee report clari-
fies that, for purposes of determining
the extent to which accrued benefits
are derived from employee contribu-
tions, each plan of the employer is
tested separately. The committee in-
tends that this determination shall be
made, In the case of certain plans
maintained by the Federal Govern-
ment or an instrumentality of the Fed-
eral Government, by aggregating all
plans of the employer that constitute
a single, interrelated program of bene-
fits. Plans maintained by an employer
are aggregated for this purpose only
if, first, the plan is not maintained as
part of a master or prototype plan de-
signed and administered by an unrelat-
ed person and in the management of
which the employer does not actively
participate, and second, the employer
maintains a defined benefit plan that
is the primary plan for most retire-
ment benefits and a voluntary savings
program to which employees may con-
tribute as a supplement to the primary-
plan.

Section 161 of the bill provides that
the recovery of amounts for which a
credit was allowed will result in an in-
crease in tax. I wish to clarify that
this provision will not apply where, for
example, the research credit is allowed
and the results of the research are
later licensed and sold.

Under section 211 of the bill, there is
proposed & new code section 816 which
defines a life insurance company for
Federal tax purposes. By way of am-
plification of theé committee report, 1
would like the record to reflect our un-
derstanding that a life company that
otherwise qualifies under this test
would not otherwise fail qualification
by reason of its stock ownership of life
insurance company subsidiaries and
receipt of dividends from such life sub-
sidiaries, even if those life subsidiaries
were larger than the parent. Of
course, this determination should be
made looking at all the facts and cir-
cumstances (without regard to the re-
ceipt of dividends from life subsidiar-
{es), s0 as to prevent an abuse of the

de-
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SEC. 83. TREATMENT OF DISTI IBUTIONS OF BENE-
FITS SUBSTANTIALLY ALL OF WHICH
ARE DERIVED FROM EMPLOYEE CON-
TRIBDUTIONS.

(a) In GENERAL.—Subsection (e) of section
72 (relating to amounts not received as an-
nuities) is amended by adding at the end
thereof the following new paragraph:

“¢7) SPECIAL WWLES POR PLANS WHERE SUB-
STANTIALLY ALL CONTRYBUTIONS ARE EMPLOYEE
CONTRIBUTIONS.—

“(A) In GRNERAL—InN the case of any plan
or contract to which this paragraph applies,
subparagraph (D) of paragraph (5) shall not
apply to any amount received from such
plan or contract.

“(B) PLANS OR CONTRACTS TO WRICR THIS
PARAGRAPH APPLINS.—This parsgraph shall
apply to—

“(1) any trust or contract deacribed in
clause (i) or subclause (I) or (II) of .ciause
(i) of paragraph (5XD) if substahtially ail
of the arcrued benmefits under the plan of
which such trust is a part (or whieh pur-
chases such contract) are derived from em-
ployee contributions, and

“(if) any contract described in subelause
(11D of clause (i) of paragraph (5XD) if
substantiaily all of the benefits are derived
from amounts which are not excluded from
gross income under section 403(bX1).".

(b) CORFORMING AMENDMENTS.—

(1) Subparagraph (D) of section 72(eX5)

(relating to contracts under qualified plans)
is amended by striking out “This” and in-
serting i lieu thereof “Except as provided
in paragraph (7), this™.

(2) Paragraph (3) of section T2(p) (defin-
ing qualified employer plan) is amended by
inserting “other than a plan ribed in
subsection (eX7)" alter “section 219(eX3)".

(¢) Errecrive Dares.—-The amendments
made by this section- shall apply to any
amount received or loan made after the
90th day after the date of the enactment of
this Act. .

SEC. 90. REPEAL OF ESTATE TAX EXCLUSION POR
QUALIFIED PENSION PLAN BENEFITS.

(2) In GENERAL.—Section 2039 (relating to
inclusion in the gross estate of annuities) is
amended by striking out subsections (c), @),
(e), (), and (g).

(b) EFFECTIVE DATES.—

(1) IN GENZRAL—The amendments made
by this section shall apply to the estates of
decedents dying after December 31, 1984.

(2) EXCEPTION FOR PARTICIPANTS IN PAY
sTATUS.—The amendments made by this sec-
tion shall not apply to the estate of any de-
cedent who—

(A) was a participant in any plan who was
in pay status on December 31, 1984, and

(B) irrevocably elected before the date of
the enactment of this Act, the beneficiary
and farm of benefit.

(3) PAY STATUS RULE EXTENDED TO $100,000
LIMITATION.—Subsection (¢) of section 245 of
the Tax Equity and Piscal Responsibility
Act of 1983 is amended by inserting *,
except that such amendments shall not
apply to the estate of any decedent who was
a participant in any plan who was tn pay
status on December 31, 1982, and irrevocs-
bly elected before January 1, 1083, the bene-
ficiary and form of benefit”.

SEC. 91. AFFILIATED SERVICE GROUPS. EMPLOYEE
LEASING ARRANGEMENTS, AND COL-
LECTIVE BARGAINING AGREEMENTS.

() ATTRIBUTION RULES Fom AFFILIATED
Senvice GROUPS.—

(1) Ik cENErRAL.—Subparagraph (B) of sec-
tion 414(mX8), as in effect far taxable years
beginning after December 31, 1983, Is
amended by striking out ‘“‘section 267(¢)”
and inserting in lleu thereof “section
31%)".

(2) Ervective paT®—The amendment
made by this subsection shall apply to tax-
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able years beginning after December 31,
1984.

(b) EmrLOYER LzASING EXCEPTION OnLY
APrFLIZS TO NON-EMPLOY EES.—

(1) In gENERAL—Paragraph (2) of section
414(n) (defining leased employee) is amend-
ed by striking out “‘any person’” in the mate-
rial preceding subparagraph (A) and insert-
ing in lieu thereof “any pesrson who is not
an employee of the recipient and™.

(2) Ervecrtive DATE.—The amendment
made by this subsection shall apply to tan-
able years after December 31,
1983. .

(€) DETERMINATION OF WHETHER THERE 18 A
COLLECTIVE BARGAINING AGREEMENT.—

(1) I cENERAL.—Subsection (s) of section
7701 (relating to definitions) is amended by
adding at the end thereof the following new

ragraph: -

+(46) DETERMINATION OF WHETHER THERE 13
A COLLECTIVE BARGAINING AGREZMEXT.—In de-
termining whether there is & cullective bar-
gaining agreement between em]oyee repre
sertatives and 1 or more employers, the
term ‘employee representatives’ shall not in-
clude any organization more than one-half

_of the members of which are employees who

are owners, officers, or executives of the em-
player.”.

(D Errscrive DATE—The amendment
made by this subsection shall take effect on
April 1, 1984.

PART II—WrLPARE BENEFIT PLANS
SEC. 96. ADDITIONAL REQUIREMENTS FOR TAX.
EXEMPT STATUS OF CERTAIN ORGANI-
ZATIONS

(8) GoERAL RuLE.—Part I of subchapter F
of chapter 1 (relating to exempt organiza-
tions) is amended by adding at the end
thereof the following new section:

“SEC. 586. ADDITIONAL REQUIREMENTS FOR ORGA-
NIZATIONS DESCRIBED IN PARA-
GRAPH (9). (1), OR (20) OF SECTION
501(e). A

“¢a) CERTAIN REQUIREMENTS MUST Br MreT
In THE CASE OF ORGANIZATIONS DESCRIBED IN
PARAGRAPH (9), (17), om (20) or SECTIOR
501¢¢).—

“(1) VOLUNTARY EMPLOYEES' BENEFICIARY
ASSOCIATIONS, ETC.—An organization de-
scribed in paragraph (9) or (20) of subsec-
tion (c) of section 501 which is part of &
plan of an employer shall not be exempt
from tax under section 501(a) unless such
plan meets the requirements of paragraphs
(1), (2), and (3 of subsection (b).

“¢2) SCPPLEMENTAL UNEMPLOYMENT COM-
PENSATION BENEFIT TRUSTS.—A trust de-
scribed in parsgraph (17) of subsection (c)
of section 501 shall not be exempt from tax
under section 501¢a) unless the plan of
which such trust is a part meets the require-
ments of parsgraphs (1) and (3) of subsec-
tion (b).

“(3) EXCEPTION FOR MULTIEMPLOYER
pLANS.—Paragraphs (1) and (2) shall not
apply to any organization which is part of &
multiemployer plan (within the meaning of
section 414(1)) maintained pursuant tolor
more collective bargaining agreements be-
tween 1 or more employee organizations and
1 or more employers.

(b)) REQUIREMENTS.—

+¢1) LIMITATION ON BENEFITS PROVIDED TO
KEY EMPLOYEES.—A plan meets the require-
ments of this paragraph for a year only i,
with respect to each class of benefits, the
benefita of such-class provided under the
pian (determined without regard to actual
benefit payments) during such year to key
employees do not exceed 25 percent of the
benefits of such class provided under such
plan (as 30 determined) during such year.

+(2) NONDISCRIMINATION REQUIREMENTS.—

“(A) IN GENERAL—A. plan meets the re-
quirements of this paragraph only if—
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(1) each class of benefii» available under
the plan benefits a classification of employ-
ees which is set forth in the plan and which
{s found by the Secretary nst te be discrimi-
natory in favor of employees who are highly
compensated individuals, and

‘«il) in the case of each class of benefits,

such benefits do not discrirminate ir favor of
employees who are highly compensated em-
ployees.
A life insurance, disability, severance pay, or
supplemental unemployment benefit shall
not be considered to fail to meet the re-
quirements of clause (ii) merely because the
class of benelits bears s wniferm relation-
ship to the total compensation, or to ib

basic or regular rate of compengXi0 :
employees covered by the plan.  {{
Rules &

“(B) AGGREGATION RULES.—.
the rules of section 4976(gX® shall apply
for purposes of this subsection

*(3) PLAN MUST MELT OTHEER MBQUIREMEINTS
FOR EXCLUSION.—A plan meets the require-
ments of this paragraph for any taxable
year only if with respect to each class of
benefits—

“(A) which is excludible from gross
income under this title, and

“(B) with respect to which the plan must
meet any requirements of this title before
such benefits are so excludible,

the plan meets such requirements.
(¢) Der1NITIONS ANWD Sraciat RuLrs.—For
purposes of this section—

“¢1) KxY EMFLOYER.—

“(A) In GengaAL.—The term ‘key employ-
ee’ has the meaning given such term by sec-
tion 416(1)(1) (determined witheut regard to
clause (ii) or (iv) of subparagraph (A) there-
of).

“(B) MEMBERS OF PAMILY OF KKY EMPLOY-
gx.—Any member of the family (within the
meaning of section 318(aX1)) of & key em-
ployee shall be treated as & key employee.

“(C) INDIVIDUAL CONTINURS TO BE KEY EM-
PLOYEE.—ANY individual who becomes & key
employee with respect to any plan shall con-
tinue to be treated as a key employee with
respect to such plan whether v not the key
employee continues to be described in sec-
tion 418(i1X1) (as modified by this para-
graph).

“(2) HIGHLY COMPENSATED peprviovaL.—For
purposes of this subsection, the term
‘highly compensated individual’ has the
meaning given such term by section
105(hX5). For purpeses of the preceding
sentence, section 105(hX5) shall be applied
by substituting ‘10 percent’ for ‘25 percent’.

“(3) APPLICATION WITH SECTIONS 137 AND
129.—If section 127 (relating to educational
assistance) or section 129 (relating to de-
pendent care assistance) apply to 1 or more
classes ot benefits under a plan to which
this sectiomn applies, (1) and (2)
of subsection (b) shall not apply to such
classes of benefits.

“(4) FAILURR WITH RESPECT TO PACILITIES.—
An organization to which this section ap-
plies shaill not fail to be exempt from tax
under section 501(a) merely because the
plan fails to meet the requirements of para-
graph (1) of subsection (b) with respect to a
class of benefits which consists of the use of
a facllity.

*($) PLANS DEPINED; INDEPENDENT CONTRAC-
Tors.—Rules similar to the rules of para-
graphs (2) and (3) of section 4976h) in &p-
plication of this section.

*(§) REGULATIONS RELATING TO CLASSES OF
sENEFITS.—The Secretary may prescribe reg-
ulations for determining—

“(A) the method by which benefits may be
assigned to a class for purposes of subsec-
tion (b), and :

“(B) the amount of benefits allocated to
an employee under subsection (bX1).
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